Old lessons for a new economics
Nobel prizewinner Paul Krugman's updated analysis of past economic crises teaches us that recovery now will require more than a new set of rules, explains Bill Emmott.
An often-told story about a politicianwhose name varies according to the nationality of the teller -has him declaiming loudly that he is a man who sticks to his principles. But, he adds after a coy hesitation, if you don't like those principles, I have some others I could try.
That, essentially, is what Paul Krugman, a professor of economics at Princeton University and the 2008 Nobel prizewinner for his discipline, says is happening to economics. Rules that had become commandments -thou shalt not run a big budget deficit, nor allow the money supply to grow excessively, nor take private firms into public ownership -are being thrown away amid the worst economic downturn since the early 1980s, and possibly since 1945.
Krugman does not decry this abandonment of principles. On the contrary, he argues that it hasn't happened fast enough. For these were not laws of economics but rather creatures of circumstance that were misunderstood or misused. For more than three decades, the world's industrialized economies suffered from inflation and were preoccupied by trying to control or even defeat it. High public borrowing and rapid monetary expansion are dangerous only when they cause or contribute to inflation, which they did during the 1970s and 1980s, by adding further to demand at a time when too much money was already chasing too few goods and services.
That is not, however, the situation now. Rather than excessive demand and inflexible supply, developed economies are facing inadequate demand. That problem occurred during the Great Depression of the 1930s, and it is what Krugman means by 'depression economics' .
What to do? The weakness of this book, an update of a work first published in 1999, is that its emphasis is on the financial crises of the 1990s and not that of today. If Krugman were writing from scratch now, he would surely focus much more on the present day. However, the 11 pages he does devote to solving the current crisis make good sense: government borrowing is vital to substitute for slumping private demand, as Keynes said. At the same time, banks need to be recapitalized and have their bad debts written off to make them capable of lending again; financial regulation must be reformed to make the system more stable and to encourage people to trust it again. All that is fine in principle. But more detail would have helped readers to understand how it might work in practice. Editors Cary Krosinsky and Nick Robins are industry people: Krosinsky is vice-president of a US environmental research organization and advised on the United Nations' Principles for Responsible Investment as part of its Environment Programme Finance Initiative, and Robins is head of the HSBC Climate Change Centre of Excellence. Together with co-authors from a range of financial organizations, they provide tips on the emerging market of sustainable investing, ranging from equities, bonds, carbon finance, private equity, sustainable realestate and micro finance. With up to US$5 trillion in sustainable investment funds and a quarter of public equities and bonds incorporating sustainability criteria, the world has never had such green markets.
Investing in the environment
If you take this book at face value, it certainly pays to be green. Sustainable investing -investing in green technologies, clean-energy sectors or companies that have an integrated environmental approach -has "outperformed not only ethical funds, but mainstream indices as well over a one-, three-and five-year period". Ethical funds, a separate category of responsible investing, are less profitable.
You may be relieved to hear that your clean-energy funds are good financial bets. But Krosinsky and Robins warn us against the 'materiality trap': the tendency of investors to incorporate environmental or social issues only when they are financially attractive. Many chapters focus on this point. Yet the book does not pay enough attention to another trillion-dollar question: how do we measure the effects of investment on the sustainability of our world?
To answer that, we need to know more about the systemic effects of specific investments on specific ecosystem services and societies, both over time and on a cumulative basis. This requires multidisciplinary research. For example, funds such as Jupiter Ecology, Winslow Green Growth, Orange SeNSe or the CalPERS emerging markets fund all invest in green activities and offer strong financial returns. It is less clear if they make measurable reductions in the degradation of various ecosystems. I am not saying they do not -it is just very difficult to tell.
In the financial districts of New York, Hong Kong and the City in London, market intelligence is not set up to convey this kind of knowledge. Research shows that capital markets have difficulty capturing environmental feedback. Most financial-investment decisions are decoupled from on-the-ground effects. The abstraction becomes clear only when there is a visible collapse.
In one chapter, investment managers from the investment banking group Société Géné-rale concur: "In our experience, long-term analysis is almost always sacrificed in favour of short-term profits by both investors and brokers." Sustainable investment can introduce new information, but there is significant bounded rationality. In regular financial investment, "a financial analyst covers a maximum of four to eight stocks and often has as much as 10 or 20 years' experience in doing so. In contrast, many SRI [socially responsible investment] analysts cover up to 50 stocks, with far less experience and an often limited financial background. " There is also the inherent danger of market spin in sustainability ratings: "best in class … needs to be complemented by a searching analysis of the sustainability of the 'class' itself ". The authors warn that unless this is done, a situation can emerge in which everyone wins, and relative benchmarking ensures that there is always a sector leader, even if neither business model nor behaviour warrant such an outcome.
Sustainable Investing argues for a paradigm shift in financial markets, and suggests that better data and stronger networks will positively affect the effectiveness of managers of sustainable funds. However, this is not an academic book, and the chapters are of uneven quality. Notably absent is any mention of what role scientists could have in this shift -a serious omission. From a scientific standpoint, managing complex nonlinear change requires flows of robust information that cross spatial and temporal scales, and adaptive governance arising from a mix of legislation and economic incentives. Sustainable investing is only one of many strategies that we can choose, and it should be more tightly coupled with actual impacts.
The recent financial collapse highlighted the need for new forms of financial governance. To take advantage of this opportunity, we need to ask questions that are more
Green technologies, such as this reverse vending machine that refunds consumers who recycle, represent good investments.
